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ABSTRACT: A strong banking sector is essential for a flourishing economy. A major hindrance 
faced by most banks today is the problem of non-performing assets (NPA’s).A high level of NPA’s 
suggests a high degree of credit defaults which, in turn affects the profitability of banks. 
Decreased profitability implies an unfavorable financial statement which in turn discourages 
investors from investing in the banks under consideration .Thus, the banks lose out on 
investments in the long run. This paper discusses the reasons for increased NPA’s and how the 
emergence of credit rating agencies (CRA’s) and asset  reconstruction companies (ARC’s) help in
controlling the growth of NPA’s.
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OBJECTIVES:
a.i. To understand the meaning of NPA’s
a.ii. To study the reasons for growing NPA’s in banks
a.iii. To gain a detailed understanding of the ways to prevent the growth of 
NPA’s
INTRODUCTION: All over the world, the banking industry acts as a catalyst for the country’s 
economy and growth. Banks provide financial assistance to a wide range of sectors such as iron 
and steel, automobiles, infrastructure, health care etc.
In developing economies, banks play an important role not only in the economic development 
but overall development of the economy which is linked to the upliftment of the weaker sections 
of the society by providing loans to priority sectors like agriculture, rural housing etc. Thus, 
banking fulfills the social agenda of the government also. 
However, granting loans indiscriminately without taking into consideration the credibility of the 
borrower has harsh consequences for the banks in terms of generation of NPA’s.
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In the past decade or so, the problem of nonperforming assets has been faced by economies 
around the world. A high level of NPA’s can adversely affect the economy in various ways ,one 
of them being the utilization of banking resources towards resolving the loss due to NPA’s. This 
makes the banks more vigilant and strict in providing new loans, particularly to small and 
medium sized companies which maybe reliable companies but have nothing to show for their 
credibility. This ,in turn hampers the development of the country especially developing countries 
whose growth depends upon the development of these industries. Thus, large scale NPA’s ,if left 
unattended can cause financial and economic degradation of the country.
RESEARCH METHODOLOGY: This paper is based on secondary data. The information has 
been taken from various newspapers and sites.
DISCUSSION:
NON-PERFORMING ASSETS: It is a loan or advance for which the principal or interest 
payment remained overdue for a period of 90 days in case of a term loan and the account 
remained inactivated for a period of more than 90 days in case of a overdraft/cash credit.
NPA’s are further classified as follows:
1. Substandard Assets: Assets which have remained NPA or on which principal and interest 
has not been paid for more than 3 months and less than 12 months.
2. Doubtful Assets: An asset which has been in the substandard category for a period of 12 
months.
3. Loss Assets: Such an asset is considered of very little value and of which principal and 
interest is almost irrecoverable. Its continuance as a bank asset is not guaranteed.
REASONS FOR RISING NPA’s
1. Commercial banks are required to give a prescribed percentage of credit (40%) to priority
sectors like agriculture, rural housing etc. Lending to priority sectors, though beneficial for the
economy as a whole in the long run, is a major reason for rising NPA’s as these sectors lack
funds to repay back the loans taken as they are more susceptible to the recessionary conditions in
the market. 
2.  Tardy  legal  procedures  in  enforcing  security  rights  and  lack  of  proper  laws  to  check
bankruptcy of the borrower is also one of the major reasons for rising bad debts and NPA’s in
banks.
3.  Pressure from politicians  and bureaucrats  to  top management  of  banks to  lend money to
unscrupulous borrowers who have little or no credibility. The case in point being Vijay Mallya
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who was given loans despite his companies running into losses and who now owes loans worth
9000 crores to various Indian banks.
4. Corporate loans to bigger customers at a very low interest rate of 5-6 % is given on the basis
of their names only, without considering their reasons for taking the loan. 
5. Also, most bank officials are not trained or do not have the expertise in handling lending
procedures. In public sector banks,  especially,  specialization in any particular division is not
encouraged .Hence, there is no batch of trained lending officials.
6. Using the funds borrowed for a different purpose than what the loan was intended for as stated
in the loan application can result in bad loans. The project may be riskier than the original project
due to which the money remains tied up in the project and cannot be recovered in the stipulated
time period. 
7. Non completion of the project on time will cause a hindrance the repayment of the loan on
time.
8. Failure of the business in which the loan was being used is also a major reason for NPA.
9. Fraud, willful defaults by borrowers, disputes of borrower with third parties ,all lead to NPA’s.
PREVENTIVE MEASURES TO AVOID NPA’s
1. Establishment of a specialized Asset Reconstruction Company (ARC) is one of the major
ways  to  reduce  the damage caused to  banks by NPA’s.  ARC’s are  used  worldwide ,
especially in Asia to resolve bad loan problems by focusing on NPA’s and allowing the
banking system to act as a ‘clean bank’.
In India, ARC’s are regulated by the RBI as a non-banking financial company. It has been
set up to perform the following functions:
WORKING OF ARC:
The ARC sets up different trusts for the different financial assets taken over and acquires
NPA’s from banks or financial institutions. Security rights are issued to the investors who
are QIB’S (Qualified Institutional Buyers) or the seller bank itself. Thus the seller banks
become
 the investor in the security rights, which represents undivided right, title and interest in
the trust  fund. The trust becomes the legal owner of the NPA and the holders of the
security rights, its beneficiaries. The security rights holders are repaid their investment by
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the trust out of the money realized from the borrowers. This whole working is undertaken
by the ARC.
Thus the ARC has the following benefits:
I. Separating  the  Non-  Performing  loans  from the  financial  system  so  that  the
banking system can focus on its core activities. The activity of realizing cash from
defaulting borrowers is a tedious and time-consuming process. Thus, the benefit
of ARC is to reduce the burden of banks by relieving them of NPA’s thus enabling
them to focus on new business opportunities.
II. The bad loans will be taken off the bank’s balance sheet thus showing a sound
financial picture of the bank. This will help in restoring investor confidence in the
lending institute hence ensuring its financial health.
III. To encourage the development of markets for distressed assets which otherwise
have no demand.
IV. ARC’s help in developing important legal reforms in loan recovery and collection.
2. The credit  appraisal  system used by banks  to  assess  the  credibility  of  the  borrowers
should be made more strict and robust. The various factors for appraisal of borrowers
such  as  code  of  conduct  of  the  borrowers  in  reference  to  the  market  and  its  other
creditors,  analysis  of  risk  involved  in  the  buyer’s  project,  possible  mergers  and
acquisitions  etc  needs  to  be done.  Ratings provided by outside credit  rating agencies
prove useful in this assessment. Credit rating agencies all over the world are increasingly
becoming an important instrument in measuring the credit worthiness of the clients. They
act as an intermediary between the borrower and the banks to mitigate the risks due to
information  asymmetry  between  the  parties.  Banks  use  the  ratings  of  credit  rating
agencies to filter out the buyers that have an increased risk of default.
Sometimes, banks lend out of a sense of social obligation i.e. to state electricity board,
water board etc. The credit risk on the balance sheet of lending banks will be much more
than what is shown due to the weak credibility of such institutions. Thus credit rating
agencies will help in detecting these risks.
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Banks also have their  internal  credit  rating systems as  mandated by the RBI to  take
decisions regarding sanctioning loans to borrowers. However, the role of credit rating
agencies is important too.
3. Indiscriminate lending by banks is a major reason for NPA’s. Banks need to tighten their
lending norms. For instance- Banks should set a limit on the debt equity ratio so that the
debt does not exceed the amount of equity.
4. A policy directive has been introduced by the RBI which, if implemented can go a long
way in curbing NPA’s. This involves identifying the stress for non-payment even before a
loan turns into an NPA, by the creation of 3 sub-categories under the Special Mention
Account for over dues ranging between 30 and 90 days.
5. Giving banks the power to seize the property of defaulters will help in the determent of
bad loans or NPA’s.
6.  Not dealing with NPA’s at the earliest or postponing the problem of NPA’s to show a
favorable current balance sheet is also not desirable. Early detection of bad loans before
they turn into NPA’s and taking instant corrective action will go a long way in solving
this problem.
7.  Programs like  RREP,  IRDP etc  are  poverty alleviation  programs whereby loans  are
provided to  economically weaker  sections  of  society.  These  loans,  sometimes  do  not
reach the target audience due to political manipulation. Thus, this misuse of funds makes
their recovery difficult.
PRESENT SCENARIO
Since the beginning of 2015, RBI has been asking banks to reduce their NPA’s. Many corporate
houses like Adani, GVK , Vijay Mallya owned companies are defaulters on interest payments
and recovery of principal is becoming a difficult task. The banks have taken over most of these
companies  but   the  banks  neither  have  the  experience  nor  the  resources  to  handle  these
companies and also the sale of the assets of such companies will not help in recovery as the value
of these assets have decreased considerably. Due to this, the banks have to mandatorily make full
disclosures of all  the NPA’s or bad loans of corporate  firms,  thus showing a weak financial
statement.  This  has  resulted  in  downward  evaluation  of  stock  of  most  banks.  The  market
capitalization rates of banks like ICICI, Punjab National Bank, Bank of Baroda have gone down
drastically while HDFC bank has survived this downgrading. This is due to the fact that HDFC
bank has strict norms when it comes to lending and also has a stringent recovery policy.
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However the redeeming factor for Indian banks is that NPA is currently equal to only 2.3% of
total assets as only 50% of total assets of the banks are given out as advances. The banks are
prudent enough to invest in government securities to protect their interests.
CONCLUSION
The development of an economy is dependent on its banking sector. The failure of the banking
sector will have a negative impact on the rest of the economy. The rule regarding granting of
40% of bank credit to priority sectors needs to be checked. Banks need to make it abundantly
clear to the borrowers that the financial resources available with the banks are scarce and thus
need to be repaid on time. These resources should ideally be given to borrowers who have urgent
needs and who in order to maintain their credibility will repay the loans.
The major preventive measures to control the growth of NPA’s include the setting up of Asset
Reconstruction Companies that taken away the burden of handling NPA’s from banks and enable
them to focus of their core business activities  and also dependence on Credit Rating agencies to
ascertain the credit worthiness of the borrower.
Thus, the right choice of borrowers through proper credit appraisal system, correct end use of
funds, stringent procedures for the recovery of loans are necessary pre-conditions for minimizing
the emergence of new NPA’s.
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